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Summary 

The slowing of economic growth and the rising rate of inflation in early 2008 
have given rise to concerns that the U.S. economy is at risk of an episode of 
stagflation. Stagflation describes an economy that is characterized by high rates of 
both unemployment and inflation. The term came into popular use in the 1970s to 
describe the economy at that time. The unemployment rate reached 9.0% in May 
1975 and a high of 10.8% in November 1982. The rate of consumer price inflation 
reached 12.2% forthe 12-month period ending in November 1974, and 14.6% forthe 
12-month period ending in May 1980. Inflation is currently about 4% and the 
unemployment rate is near 5%, both well below the rates in the 1 970s that were cause 
for alarm. Nonetheless, higher oil prices and turmoil in financial markets have led 
some to warn that stagflation may be in our future. 

The key to understanding the nature of stagflation is the natural rate of 
unemployment. That is the lowest rate of unemployment consistent with a stable rate 
of inflation. Below that rate, inflation tends to accelerate. In the view of the natural 
rate model, unemployment and inflation rates may be relatively high at the same 
time, and they may even rise simultaneously for a time, particularly if inflation and 
the natural rate of unemployment are rising at the same time. What is unlikely to 
happen, however, is for the unemployment rate to be high and for the inflation rate 
to continue accelerating. If the unemployment rate is above the natural rate, then 
cooling labor and product markets would be likely to reduce upward pressure on 
wages and prices. 

Stagflation in the 1970s coincided with two large “oil shocks.” A large increase 
in the price of oil can have macroeconomic consequences in terms of higher inflation, 
higher unemployment, and lower output. Both the inflation and output effects of 
energy shocks are temporary, however. Once prices adjust, the economy returns to 
full employment and its sustainable growth path. It is not the level of energy prices 
that affects economic growth and inflation, but rather the change in energy prices. 
Thus, if policymakers are concerned with the effect of energy prices on output and 
inflation, they should focus more on rising energy prices than “high” energy prices, 
even if the high prices are permanent. 

Although stagflation is understood to be high rates of both inflation and 
unemployment, it is not clear how high those rates have to be to merit the 
designation. Whether or not rates less than those observed in the 1970s constitute 
stagflation may be a subjective matter. Recent unemployment and inflation rates are 
not nearly as high as they were in the 1970s. Some economists, however, fear that the 
recent expansion in monetary and fiscal policy, at a time when unemployment is low 
but rising and energy prices are rising, could lead to a new bout of stagflation in the 
near future. Although policy may not be able to prevent episodes of stagflation from 
occurring, there may be enough understanding of the underlying causes to avoid 
making conditions substantially worse. 
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The slowing of economic growth and the rising rate of inflation in early 2008 
have given rise to concerns that the U.S. economy is at risk of an episode of 
stagflation. In the best of times, policymakers hope to keep both the unemployment 
rates and inflation rates as low as possible. Stagflation, in contrast, may be the worst 
of times. Stagflation describes an economy that is characterized by high rates of both 
unemployment and inflation. 

Stagflation is a term that came into popular use in the 1970s to describe the 
economy at that time. The unemployment rate reached 9.0% in May 1975 and a high 
of 10.8% in November 1982. The rate of consumer price inflation reached 12.2% for 
the 12-month period ending in November 1974, and 14.6% for the 12-month period 
ending in May 1980. Many observers also associate this period of stagflation with 
large oil price shocks, and some draw another parallel with the recent rise in oil 
prices. 

Inflation is currently about 4% and the unemployment rate is near 5%, both well 
below the rates that caused alarm in the 1970s. Nonetheless, higher oil prices and 
turmoil in financial markets have led some to warn that stagflation may be in our 
future. 1 

The reason stagflation elicits particular concern is that it presents a policy 
dilemma in that it may be difficult to find a way to reduce inflation and 
unemployment at the same time. Typically, inflation is seen as the result of growth 
in aggregate demand outpacing growth in supply, and a contractionary policy would 
seem appropriate to bring it under control. Rising rates of unemployment tend to 
result when demand growth falls short of growth in supply and so a stimulative 
policy might be called for. The policy dilemma arises because the two approaches 
are incompatible. 

There are two views of stagflation. One is that it is the result of economic 
policy errors. The other view is that it is the result of external supply shocks, such 
as oil price increases, which may be beyond the influence of economic policy. 
Understanding what stagflation is requires an explanation of the nature of the 
relationship between inflation and unemployment. This report discusses that 
relationship in order to provide some understanding of the policy problems. In doing 
so, it examines the U.S. experience with stagflation in the 1970s. It also examines 



1 See, for example, Graham Bowley, “That ‘70s Look: Stagflation,” The New York Times, 
Feb. 21, 2008, p. Cl. 
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some of the research that has been done on the relationship between oil prices and 
economic performance. 

The Prevailing View Before the Stagflation of the 1970s 

The experience of the 1970s had much to do with changing the prevailing view 
of the relationship between inflation and unemployment. Prior to that, it was widely 
believed that inflation and unemployment were unlikely to trend either up or down 
together simultaneously. Rather, it was thought that there was a trade-off between 
the two and that they were more likely to move in opposite directions. 

In a famous article published in 1958, economist A.W. Phillips claimed to have 
found evidence of an inverse relationship between the rate of increase in wages and 
the rate of unemployment. Comparing rates of increase in wages with unemployment 
rates in Britain between 1861 and 1957, Phillips found that as the labor market 
tightened, and the unemployment rate fell, money wages tended to rise more rapidly. 2 
Because wage increases are closely correlated with price increases, that relationship 
was widely interpreted as a trade-off between inflation and unemployment. 3 The 
implication was that policymakers could maintain lower rates of unemployment by 
tolerating rates of inflation. It also implied straightforward policy implications for 
either macroeconomic problem — high unemployment could be eliminated through 
expansionary monetary or fiscal policy, and high inflation could be eliminated 
through contractionary policy. 

The curve describing this trade-off became known as the “Phillips curve.” A 
stable Phillips curve would mean that policymakers might choose the combination 
of inflation and unemployment rates that seemed most palatable and set it as the goal 
of macroeconomic policy. The U.S. experience of the 1960s seemed to provide 
evidence for the existence of such a trade-off and encouraged those who held this 
view. 

Figure 1 plots annual U.S. civilian unemployment and consumer price inflation 
rates together for the 1960s. These data suggested that there was a trade-off for the 
United States, and that policymakers could choose from among a number of 
combinations of unemployment and inflation rates, depending on their relative 
distastes for the two. 



2 A.W. Phillips, “The Relationship between Unemployment and the Rate of Change of 
Money Wages in the United Kingdom, 1861-1957, Economica , Nov. 1958. 

3 The difference between wage increases and price increases is largely accounted for by 
changes in labor productivity. 
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Source: Department of Labor, Bureau of Labor Statistics. 

The theoretical explanation for the downward- sloping line describing the trade- 
off relied on the simple relationship between supply and demand. As long as 
aggregate demand is growing more rapidly than the economy’s capacity to produce, 
the unemployment rate will tend to fall, and vice versa. Furthermore, demand in 
excess of supply will tend to push up both wages and prices, so that rising prices tend 
to be correlated with falling unemployment. 4 

The Lesson of the 1970s 

The experience of the 1970s led to the widespread dismissal of the view that 
there was an exploitable trade-off between inflation and unemployment. Much of the 
1970s was characterized by simultaneous increases in inflation and unemployment 
rates. The phenomenon came to be known as “stagflation,” because of sluggish rates 
of growth which led to rising unemployment rates and accelerating inflation. It 
became evident that policymakers did not have the option of settling for a higher rate 
of inflation in exchange for a lower rate of unemployment. 

Figure 2 shows what happened to the relationship between the civilian 
unemployment rate and consumer price inflation beginning in 1970. It seems clear 
that any trade-off that may have existed during the 1960s, as was shown in Figure 
1, was temporary. 



4 See Richard G. Lipsey, “The Relation Between Unemployment and the Rate of Change 
of Money Wages in the United Kingdom, 1862-1957: A Further Analysis,” Economica, 
Feb. 1960, pp.1-31. 
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Figure 2. Inflation and Unemployment, 1970 to 1982 




Source: Department of Labor, Bureau of Labor Statistics. 

As it happens, this breakdown in the apparent trade-off between inflation and 
unemployment was anticipated. In the late 1960s, two economists, Milton Friedman 
and Edmund Phelps, suggested that there had to be more to it than a simple trade-off 
between inflation and unemployment. They predicted a breakdown of the Phillips 
curve. They argued that while monetary or fiscal policy might be conducted in such 
a way as to realize a particular combination of unemployment and inflation in the 
short run, it would not necessarily be a sustainable combination. 5 

This new argument contended that the trade-off along the Phillips curve was 
dependent on the fact that unexpected increases in the price level would reduce real 
wages. A reduction in real wages would tend to increase the demand for labor, and 
push down the unemployment rate. A rise in prices could still result in lower 
unemployment as Phillips had suggested, but only until workers realized that the 
purchasing power of their wages was falling. This new view argued that there was 
not just a single Phillips curve, but a unique Phillips curve for every different 
possible expectation of inflation. 



5 See Milton Friedman, “The Role of Monetary Policy,” The American Economic Review, 
vol. 57, no. 1, Mar. 1968, pp. 1-17. Also, Edmund Phelps, “Phillips Curve, Expectations 
of Inflation and Optimal Employment Over Time,” Economica, Aug. 1967, pp. 254-281. 






